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The Bank publishes from time to time in this 
REVIEW signed articles by exponents of different theories 
on questions of public interest. The Bank is not 
necessarily in agreement with the views expressed in 
these articles. They are published in order to stimulate 
free discussion and full inquiry. 
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Problems of European Integration 


By Raymond Aron 


INCE the end of the war, there has been endless talk about 

“ the economic integration of Europe’’. Indeed, all the 

steps taken to improve relations between European 
countries—liberalization of trade, formation of the European 
Payments Union, action by O.E.E.C., formation of the coal- 
steel pool, movements towards customs unions—are commonly 
regarded simply as different aspects of a movement towards 
economic integration. But what in fact are we to understand 
by this mysterious word integration ? 

Perhaps the best way to clarify the problem, to define 
both the objective and the various possible methods of attaining 
it, is to start from a simple definition. Two different economic 
units may be said to be the more highly integrated when trans- 
actions between two individuals, one in each of the two units, 
most closely resemble transactions between two individuals in 
the same unit. Within France there is a single market for coal. 
Any Frenchman will purchase the type of coal he requires where 
he can obtain it on the best terms, since the money at his command 
will be accepted as readily in the Pas-de-Calais or in Lorraine 
as in the district of Saint Etienne. If, however, he could spend 
his money just as easily in the Ruhr or in Brabant as in the 
Pas-de-Calais, then the French, German and Belgian economies 
would be said to be integrated, at any rate so far as concerns 
that particular commodity. 

In that sense, complete integration is the same thing as 
economic unity. If the movement of goods, capital and people 
could take place as freely between a number of economic units 
as they do inside any one of those units, then these various 
economies would have been unified. Hence there is no 
ambiguity about the ultimate aim—the ideal, as it were—of 
integration. Any confusion arises from the fact that the various 
ways of approaching the goal are open to discussion, and also 
because—the ultimate ideal being unattainable—doubts may 
be raised as to the relative value of those objectives which are 
attainable. 

Liberal economists such as Professor Répke reason more 
or less in the following manner: A national economy is inte- 
grated because it comprises a single market in which buyers 
and sellers from one end of the territory to the other are free 
to enter into transactions with anyone who offers the most 
acceptable terms. The most important things that cause 
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economic relationships between countries to differ from those 


within a single country are the inconvertibility of currencies and 
the fact that the volume and often the composition of imports 
are arbitrarily fixed by administrative decision. On the day that 
currencies become convertible and import quotas are abolished 
I shall be able to spend my money wherever I can use it to best 
advantage. No doubt the existence of tariffs will serve to 
maintain some separation between the different economic units; 
I might prefer to buy steel in the Ruhr if there were no im 
duty. Nevertheless, monetary convertibility and the liberaliza- 
tion of trade do serve to bring the different economic units into 
a more intimate relationship, into competition with each other, 
provided that tariff barriers are not excessive. 

The European economy before 1914 was not unified, owing 
to the existence of separate currencies, tariff barriers and so 
on; but the currencies were convertible, movements of capital 
were permitted, nobody had ever heard of import quotas, and 
tariff rates were reasonable. There did exist a certain measure 
of competition and, as a result, some international division of 
labour between the different European economies. At the 
present time, the liberal-minded argue, people profess to want 


something more than that ; and yet we are still far from having | 


achieved even as much integration as existed prior to 1914. 
Currencies are not convertible, capital movements are sever 
restricted, import quotas have not all been abolished—inde 
in some cases where the original import quotas were abolished 
new import quotas have since been imposed. 

It follows from this line of thought that the movement 
towards integration depends above on the restoration of 
monetary convertibility and on the liberalization of trade. 
Those are the basic principles of the liberal method of integra- 
tion. This method has been effectively applied by O.E.E.C. 
in two specific respects: the European Payments Union offers 
a substitute for monetary convertibility, and the code of 
liberalization of trade marks a stage on the way towards the 
re-establishment of international competition. 

Statistically, the results obtained appear at first sight far 
from negligible. Trade between European countries expanded 
substantially between 1950 and 1952. In the first quarter of 
1950 the total exports of the member countries of E. P. U. 
(exports to each other, to overseas territories, and to the non- 
member countries of the sterling area) had an average monthly 
value of $1,084 millions. In the first quarter of 1952, the 
corresponding figure was $1,791 millions, an increase of 65 
per cent., of which about half was due to an increase in the 


rest 
und 
natic 
the 

ente 
cont 
thos 
com 
have 
In c 
som 
ever. 
tion. 
the | 
tecti 
dutic 


remz 
capa 
the f 
or ir 
do tl 
Uni 
caus 
polic 


those 


2S and 
1ports 


that 
ished 


© best 
ve to 
units; 
n 

. 1Za- 
S into 
other, 


wing 
nd so 
apital 
, and 
asure 
on of 
t the 
want 


aving | 


1914, 
yer 
pr | 


ished 


3 


volume, as distinct from the value, of trade. Nearly three- 
quarters of trade within Europe had been liberalized. 

Unfortunately, these results were in reality both modest 
and precarious. The ultimate object of liberalizing trade is to 
restore international competition. It should serve to prevent an 
undue rise in the price of commodities within each of the 
national economies. In the last analysis it should encourage 
the international division of labour and eliminate high-cost 
enterprises which have grown up under the protection of import 
controls. Now, governments have liberated trade chiefly in 
those commodities in which they do not fear international 
competition, and where import quotas have been removed these 
have often been replaced by sharply increased import duties. 
In certain cases, the liberalization has been allowed to exert 
some downward pressure on prices but it has never, or hardly 
ever, been allowed to modify the existing structure of produc- 
tion. (The manipulation of differential taxes, incorporated in 
the price of goods, makes possible an additional form of pro- 
tection which does not figure under the heading of import 
duties.) 

Even if this judgement were too severe, it would still 
remain the case that the results obtained are precarious and 
capable of being revoked at any moment. During the course of 
the past year both Britain and France have suspended, in whole 
or in part, the liberalization of trade. Any other country will 
do the same if it runs into deficit with the European Payments 
Union ; and such deficits will arise, regardless of any external 
cause, every time that one country follows a more inflationary 
policy than its neighbours. 

The liberal-minded reply that the British and French 
crises of 1952 demonstrated the inadequacy of the European 
Payments Union, the necessity for full convertibility and the 
mistakes made by governments in causing or tolerating inflation. 
These are arguments which it would be easy to develop but, 
whatever form they may take, do not alter certain obvious facts. 
The indispensable condition of the liberal type of integration, 
arising out of monetary convertibility and freedom of trade, 
is the absence of any great divergence in inflationary pressures 
between the different countries. Now, the most important 
decisions affecting the balance of payments and movements 
in prices are taken nowadays by governments themselves. No 
system of automatic convertibility, however well conceived 
and organized it may be on paper, can ever serve to protect 
an economy from political uences, from the effects of 
trade union action. Credit policy, budgetary policy and wages 
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policy determine the fate of a currency far more than the action 
of the central bank. In France in 1951 the central bank was 
quite powerless in face of the decisions taken before and after 
the elections with regard to wages and agricultural prices. The 
suspension of trade liberalization in 1952 was the direct and 
inevitable result—however little this may have been foreseen 
by members of the government—of two increases in minimum 
wages and the massive rise in the price of agricultural products 
in 1951. 

One can conceive of democratic governments behaving 
reasonably ; one can conceive of a return to convertibility 
stimulating them to greater wisdom still. But arguments are 
not lacking for those who hold that nations whose economies 
are half socialized, which are pledged to full employment, 
which are dominated by Parliamentary discussion and the 
changing winds of public opinion, will never go far along the 
road of liberal integration. Under such conditions, liberaliza- 
tion of trade will never be carried to the point at which it will 
modify the pattern of industry. On the contrary, trade liberal- 
ization itself will be suspended every time that internal inflation 
or depression in world markets gives rise to an adverse balance 
of payments. Along this road it will not be possible to regain 


even the measure of integration which Europe knew before ’ 


1914. 

Is there another road? In theory, one can conceive of 
another : that of the planned economy. The different economic 
units would be co-ordinated by placing them under the control 
of a single planning organism. Within the framework of 
O.E.E.C., the idea was conceived of co-ordinating the plans of 
the different European countries and in particular their invest- 
ment programmes. But the so-called p submitted by the 
various countries were statements of intention or global 
forecasts rather than plans in the real sense. They differed in 
precision and in the amount of detail given. The wisest 
experts were incapable of welding them into a super-plan that 
would have given the individual national plans a European 
perspective. Even if, in some particular sector, the experts 
were able to show the risk of over-investment, the probability 
of duplication and the advantages of abandoning some particular 
project, they still lacked the authority to impose their views 
on national governments which, each responsible for the balance 
of a parti economy, were bound to turn a deaf ear to such 
counsels, 

Midway between liberal integration (limited by the very 
nature of European economies in the middle of the twentieth 
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tion century) and integration brought about by planning (which 
was assumes the existence of a supra-national planning authority) 
after are the various projects for customs or economic unions, such 
The as Benelux or the Franco-Italian customs union, all of 
and = which have failed. There was scarcely any authentic conviction 
seen or real force behind the project for a Franco-Italian union. 
1um =‘ The Belgians and the Dutch, on the other hand, sincerely 
ucts desired the creation of Benelux. In the first period, of diver- 
gence between the policies followed in the two countries, the 

ving deficit in the Netherlands balance of payments raised an in- 
ility  superable barrier. In the second period, one came up against 
are those problems which appear technical but are in fact funda- 

nies mental, such problems as that of equalizing the indirect taxes 
ent, on consumption goods. (Differences in the rates of such taxes 
the are bound up with differences in fiscal systems, which them- 

the __ selves are conditioned by long-standing traditions and differing 

iza- national habits with regard to consumption.) There is also the 
will difficulty of reintroducing competition in agricultural products 


ral- when price levels in the two countries are widely different. 
tion he objective of the Benelux plan was total — in the 
ince sense in which we have defined this at the beginning. The first 


zain stage, that of setting up a common tariff around the frontiers 
of the new unity could be accomplished. The suppression of 
import duties between the two countries was possible. But 
2 of _— these duties were replaced, in certain cases, by import quotas. 
mic The ultimate and decisive phase—that of merging the monetary 
trol and budgetary policies of the two countries, ol connie 

; of their fiscal systems, of permitting free competition in 
sof  commodities—has not been achieved, and there is no assurance 
est- that with the present methods it can ever be achieved. 


the 
»bal THE SCHUMAN PLAN 
1 in The Schuman Plan, which has had political repercussions 


sest that need not concern us here, can be regarded as an attempt 
that ‘to get round the difficulties experienced by the attempts at 
ean integrationonother lines. Monetary convertibility and liberaliza- 
erts _ tion of trade were established or re-established on a precarious 
lity basis; a single market for coal and steel would be created 
ular once and for all by a treaty binding for fifty years, signed by 
ews governments and ratified by Parliaments. A single market for 
nce all the products of two or more countries had shown itself to 
uch be impracticable; the single market would therefore be 

confined to two basic products, bulky products for which the 
ery mere cost of transport reduces the risks of competition. In 
eth = order to restrain or prevent international competition, govern- 
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ments had pleaded the inequality of conditions or had resorted 
to unfair practices (double pricing, protection of the internal 
market by the use of indirect taxes, subsidies to export). 
Therefore a supra-national organism would be created, charged 
with the duty of laying down the rules of fair competition and 
ensuring its maintenance. In all these ways, the creation of 
the High Authority, the transfer of certain sovereign rights to 
a ——— body, was at the very heart of the Schuman 
Plan. 

Whatever may be said to the contrary, the Schuman Plan 
was not fundamentally simply a means of reconciling France 
and Germany. By means of cartels, those in charge of the 
heavy industries of the two countries entered in any case into 
economic treaties of peace, which were respected by both sides 
up to the outbreak of war. Nor was the Schuman Plan a 
means of restoring the natural unity of the mineral basin of 
Lorraine, a unity artificially disrupted by political frontiers. 
It is true that the mineral deposits of Belgium, of the North of 
France, of Lorraine and the Rhineland and of the Ruhr 
constitute a geological unit. In the absence of political frontiers, 


the development of the heavy industries would certainly have | 


been different. But the exchange of Lorraine iron ore against 


the coke of the Ruhr is a thing of the past. It is by no means | 


certain that the common market will induce the German steel- 
makers to increase at all substantially their purchases of 
Lorraine ore. 

The Schuman Plan was in reality conceived by its theorists 
and inspirers as an economic and political device, as a means of 
surmounting the obstacles that had frustrated both the liberal 
approach and the planning approach to integration. It contains 
few clauses which relate specifically to coal or to steel. It is a 
sort of constitutional law setting up a ministry of industrial 
production for Europe, a ministry whose authority extends for 


the time being only to two markets—those for coal and steel— | 
but whose authority could easily be widened, since the same | 
division of powers between the High Authority, Council of | 


Ministers, Court of Justice and Consultative Committee could 
readily be applied in other sectors of economic life. 

There can be no question in a brief article of analysing the 
details of the European constitution for coal and steel, but 
only of indicating the distinctive features of the political and 
economic régime which are in process of construction for the 
Six Countries. 

The High Authority appears to me to have four principal 
functions : 
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(x) It will guarantee the maintenance of fair competition, 
it will supervise the suppression of double pricing, of 
customs duties, of import duties, of export duties, of 
discrimination in transport rates, of agreements 
between producers. It will seek to harmonize 
conditions of production and levels of retail prices, 
wages, social charges, etc. 

(2) In the event of crisis or shortage it will intervene in 
the réle of a planning body, fixing maximum prices or 
import and export quotas, sharing out markets. 

(3) It will regulate the single market in accordance with 
the interests of the European community, being 
empowered to make certain investments on its own 
account with funds derived either from a European tax 
or from the proceeds of loans, and also to veto capital 
issues by others if it deems the projects concerned to 
be contrary to the general interest. 

(4) It must seek to reduce hardships resulting from the 
setting up of the common market, encouraging the 
re-deployment of labour rendered redundant by the 
closing of mines or of marginal factories. 

This combination of functions confers on the High 
Authority very considerable powers, powers superior in some 
respects to those hitherto exercised by national governments 
over their local coal and steel industries. For example, steel 
works or coal mines have had no need to ask for the 
authorization of their governments in order to borrow money 
on the capital market. Henceforth they will have to obtain 
the consent of the High Authority when making capital issues, 
though the investment of undistributed profits remains free 
from control. 

Is this concentration of power excessive ? Is it right that 
the same organization should prohibit cartel agreements 
between producers, supervise the maintenance of fair 
competition and nevertheless favour certain enterprises by 
giving them credits? If the High Authority were regarded as 
a private organization or as a mere administration, one would 
have to protest against this paradoxical combination of in- 
compatible functions. But this combination of powers becomes 
at any rate intelligible, indeed almost inevitable, once one has 
grasped the essential fact: the High Authority is above all a 
government for Europe, to which the necessary powers have 
been transferred to merge the coal and steel industries of the 
Six Countries into a single entity. Such a government has to 
be relatively authoritarian; otherwise it would be paralysed 
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in the same way as those international organizations in which 
national governments participate without giving up the smallest 
particle of their sovereignty. And such a government can make 
use, as it thinks fit, either of liberal procedures or of centralized 
planning. ; : al 
Freedom of the common market is the ultimate objective ; 
but a common market subject to centralized planning is accepted 
the more readily because the principal advisers of Monsieur 
Monnet are, in their thinking, rather favourable to control and 
planning. 


COMMON MARKET AND FREE MARKET 

Will the common market normally be a free market or a 
controlled market? The text of the Treaty (Article 58) 
envisages that output quotas may be laid down by the High 
Authority, acting either on its own initiative or in response to 
a unanimous demand from the Council of Ministers, if a fall 
in demand leads the High Authority to believe that the 
Community is faced with a crisis of over-production. In the 
same way, the High Authority must intervene in the event of 
a serious shortage of certain or all of the products under its 
jurisdiction. The High Authority also has extensive powers to 
establish consumption priorities and to allocate the coal and 
steel resources of the Community among the industries under 
its jurisdiction, exports and other consumption. In addition, 
Article 61 authorizes the fixing, in certain rather vaguely defined 
circumstances, of maximum and minimum prices, both within 
the common market itself and for exports. 

In other words, most of the procedures which cartels are 
criticized for using, and which are currently practised by plan- 
ning bodies, are envisaged in the text of the Treaty. Controversy 
has turned on the following question: Will the conditions 
which are visualized as normal, and in which the free play of 
competition will be allowed, prevail for the greater part of 
the time? Or will there, on the contrary, always be some 
special factor causing the High Authority to act as a central 
planning body rather than as the guarantor of fair competition ? 

The introduction of the Schuman Plan is too recent for it 
to be possible to answer this question with any confidence. 
For certain products, however, the High Authority will 
undoubtedly intervene in much the same way that govern- 
ments or international committees have done hitherto. Ever 
since the end of the war, a European committee has been 
regulating exports of coal. The High Authority will take over 
the functions of that committee. It will probably fix export 
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quotas for German coal, in particular for fine coking coal and 
for coke itself. The present shortage of those things will call 
for exactly the same technique of control as hitherto. The 
difference is that countries which are not members of the 
Community will have to negotiate with the High Authority, 
which will possess—thanks to the size of the market that it 
controls—far greater power than national governments. 

At the present time there is also a shortage of scrap, 
except in France. Pending the setting up of a regular system 
of p rer ta the High Authority has directed France and 
Germany to send certain quantities of scrap to Italy. 

Finally, the High Authority is working out maximum 
price scales for the various kinds of coal and for the various 
mining areas. The fact that there is a shortage of certain cig 
of (coking coal and anthracite), and an excessive supply of 
other kinds, leads the High Authority to intervene in order to 
prevent violent movements in price. For the time being, it 
does not look as though competition is going to play any great 
part in regulating the common market in coal. For iron ore, 
the common market is rather more free. 

The transition from national markets to the common 
market has meant the suppression of double pricing (in the 
case of German coal) and of national discriminations 1n freight 
charges. The cost of transporting a ton of coal for one mile 
will be the same whether the coal comes from a French or a 
German mine, whether it crosses the frontier or not. There 
are more complicated discriminations arising out of the details 
of national tariffs which call for more extensive study. 

It would be wrong to draw any definite conclusions from 
these first decisions of the High Authority. They merely 
confirm what could in any case have been foreseen: that in 
the case of scarce commodities, such as coking coal or scrap, 
the High Authority will not allow the allocation of supplies to 
be determined by a rise in prices. It will not leave the French 
sellers of scrap or the German sellers of coke in control of the 
market. It will step into the shoes of the controlling bodies, 
national or international, which functioned previously. The 
tendency is not to get rid of central planning procedures, but 
to use exactly the same procedures at a higher level. The 
High Authority is the minister of coal and steel of a European 
State. It is capable of enforcing, in its dealings with countries 
outside the Community, discriminations similar to those which 
it has prohibited as between the countries which are members 
of the Community. 

It is already known that, in O.E.E.C., European countries 
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which do not belong to the pool have asked in vain for a 
promise that they will not be made the victims of double 
pricing. The powers of the High Authority with regard to 
exports are not very clearly defined. But as the High Authority 
is entrusted with the task of ensuring a regular flow of supplies 
for the Community, it can point to this responsibility as a 
reason for prohibiting or limiting exports, or at all events for 

ermitting exports only on the most favourable terms obtainable 
or the Community. The aim of the Community is to eliminate 
national frontiers within the larger market constituted by the 
Six Countries ; it is not necessarily to favour an international 
system inspired by a liberal spirit. 


NATIONAL ECONOMIES AND THE COMMON MARKET 

What changes will the common market mean in the 
commercial relations and in the pattern of industry of the 
member States? Here again it would be unwise to dogmatize, 
since the experts themselves are very divided. I shall therefore 
confine myself to a few observations. 

It does not appear that spectacular changes are to be 
expected during the first phase. For bulky products like coal, 


transport costs become very heavy if they have to be carried , 


over long distances ; hence most of the coal mines, even those 
in the centre of France, will benefit from this natural protection 
arising from their mere location, from the fact that competing 
supplies would have to be brought from long distances. On the 


other hand, certain Belgian mines, and probably certain mines | 


in the North of France which produce types of coal that are 
in excess supply, will be affected. In the case of steel, or rather 
of various special kinds of steel, competition between the 
different national industries is probable in certain sectors. The 


severity of this competition will be reduced so long as total | 


demand remains at a high level. And should demand fall, the 
High Authority would at once intervene to fix production 
quotas or to allocate markets. 

Many — however, and especially the German 
producers, are for the time being not at all impatient to set 
out to conquer new markets, even inside the Community. 
When the Schuman Plan was being discussed in the French 
Chamber, the Prime Minister triumphantly announced that 
the price of German coal would fall as soon as the Plan came 
into force, because double pricing would be prohibited. He 
forgot that the Germans had the choice between reducing the 
export price to the domestic price or of raising the domestic 
price to the level of the export price. In fact, they chose the 
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latter solution, which has given rise to adverse criticism at 
Luxembourg but does not appear to be contrary to the letter 
of the Treaty. 

This rise in the domestic price will increase the funds 
available to the German producers for ploughing back into their 
enterprises. Indeed, since access to the capital market will 
henceforth be regulated by the High Authority, the tendency 
will be to make sure of as large a volume of financial resources as 
possible under the control of the enterprises themselves. The 
Germans invited the French to follow their example and to 
increase their margin of profit also—a suggestion which the 
Minister in Paris, already concerned about the high level of 
French prices, can hardly be expected to view favourably. 

Certainly, one must not generalize. If the Germans want 
to export as fittle coking coal as possible, it may be that they 
desire to export as much as possible of certain other kinds of 
coal and of steel. Each country will seek to keep for itself the 
products which are in short supply and to sell those products 
which are in excess supply. But it is at least conceivable that 
the Germans will prefer to work up as much as possible of 
their raw materials as a whole and to sell manufactured goods 
rather than basic products like coal and steel. During the early 


' years, the effects of setting up the common market will be 
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reduced by the prevailing state of full employment, by the 
desire of producers in the various countries to increase their 
margin of undistributed profits rather than to win new 
customers, and finally by the preference for exporting products 
of a more advanced stage of manufacture. 

On the other hand, it is possible that a few years from now, 
enterprises which have used their profits to modernize their 
plant and equipment will be anxious above all to increase their 
exports to the other countries in the Community. That will be 
the testing time which the French opponents of the Schuman 
Plan feared above all else. 


THE PARADOXES OF A PARTIAL COMMON MARKET 

It seems to me unlikely that the immediate future will 
bring far-reaching developments calculated to turn public 
opinion against the Plan and to force governments, ever 


_ fesponsive to public opinion, to intervene. But the difficulties 


arising from the limitation of the common market are bound to 
make their appearance bit by bit, with the result that one 
would expect either an enlargement of the common market or, 
in one way or another, a check to the whole experiment. 

The first difficulty, which has not been resolved at the 
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time of writing, arises from the varying level of indirect taxes 
on turnover or on production. Should German coal, for 
example, be subjected in France to the turnover tax at the 
German rate of 4 per cent. and exempted from the 
compensatory French duty of 8 per cent. hitherto levied? If 
one were to accept the German view on this question, the 
French iron ore sold in Belgium would have to pay French 
tax at the rate of 15-35 per cent. And in the same way, French 
steel in Belgium or in Germany would also pay tax at 15-35 
per cent. (this being the rate of the French tax based on cost 
of production). It will readily be understood that if throughout 
the whole territory of the Community products are to pa 
indirect taxes at the rate levied in the country of origin, Fren 
goods will be penalized, since France has the highest level of 
indirect taxation. 

The French thesis, on the contrary, is that import duty 
ought to be levied at the rate not of the country of origin but 
of the country in which the goods are sold. In France, home- 
produced steel pays tax at French rates; in Belgium, it bears 


the compensatory duty fixed by the Belgian authorities. The | 


French thesis has in its favour the precedents set in Benelux 
and in the United States. It seems the more reasonable because 
compensatory duties can be used for protective es. 
Probably the best solution would be for the High Authority 
to accept the French view in general, while taking certain steps 
to prevent possible abuses in the use of compensatory duties. 

The technical and legal arguments on these questions, 
which cannot be discussed in detail, have a real theoretical 
interest. They illustrate she basic difficulty: how exactly are 
we to define non-discrimination ? How are we to combine the 
common market with the maintenance of separate national 
exchequers ? The experts of Benelux have already encountered 
the same difficulties. If products are to circulate freely within a 
single market constituted from a number of national markets 
formerly distinct, then the same goods—tobacco, wine, beer or 
steel—cannot be subjected to tax at different levels in different 
parts of the Community. Yet to bring the rates of duty pre- 
vailing in the different countries to a uniform level throughout 
would take a great deal of time and effort. 


A common market does not in the least imply uniformity | 


of wages or of social es. International trade could never 
have arisen in the first place if costs of production were the 
same everywhere. By and large, wages vary in proportion to 
productivity. But wages in the coal and steel industries are, 
in each country of the Community, proportional to the pro- 
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ductivity of labour in the country as a whole. It is quite possible 
that in some coal mines, in Belgium for example, wages are 
higher although productivity is lower than in some other mines, 
in Holland or Germany. The Treaty provides that the High 
Authority shall endeavour to harmonize conditions of 
production and factors entering into selling costs—a sufficientl 
vague formula which suggests an extraordinarily complex tas 
without defining how it is to be done. 

Still more serious paradoxes arise from the setting up of 
a single market embracing countries whose currencies are in- 
convertible. (That is not, of course, the actual situation at the 
moment, as up to a point European currencies are effectively 
convertible through the European Payments Union.) Let us 
suppose that, as a result of setting up the single market, France 
imports more German coal and steel than hitherto. As France 
has only a certain limited quantity of German marks at her 

i , the increased purchases of iron and steel on the 
common market will necessitate a corresponding reduction in 
purchases of other German goods. To be sure, it is not 
impossible that the nationals of the Six Countries will be 
empowered to buy and sell freely so far as coal and steel alone 
are concerned, this freedom being confined to the two privileged 
products. But the contrast between the common market for 
coal and steel and the inconvertibility of currencies does not 
make sense. 

Moreover, so long as currencies remain inconvertible, and 
so long as German, French or Belgian prices are determined 
by the general economic and political situation in each of those 
countries, there is always the risk of prices in different countries 
getting out of line as the result of unequal inflationary pressures. 
A common market, above all if it is competitive, assumes that 
competition will not be distorted by increases in price due 
exclusively to factors that have nothing to do with the particular 
concern or industry in question. 

It will be evident at this point that projects for the pooling 
of other products than coal and steel seem to me to ignore 
the fundamental difficulties. I doubt very much whether it 
would be possible, for example, to create a single market for 
European agricultural products, the so-called “ green pool.” 
In the case of agricultural products, free competition could 
have quite different effects in the case of coal and steel. 
Centralized planning—of production, of prices, of distribution 
—would give rise to problems which are difficult in theory and 
almost insoluble in practice. Any attempt to establish uniform 
customs duties along the frontiers of the agricultural 
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Community would run up against obstacles created by conflict- 
ing national interests. 

Even if an agricultural Community comparable to that 
for coal and steel were feastble—which I do not believe—it 
would not be desirable, because it would threaten to make 
chaos still worse. The sharing out of sovereign rights between 
national governments and High Authorities, the juxtaposition 
of common markets and inconvertible currencies, cannot be a 
reasonable objective nor produce a stable system, however 
accustomed we are in the modern world to perpetuating the 
provisional and the absurd. The pool, as has been said, is a 
European constitution within a limited sphere, the High 
Authority is a European ministry of industrial production 
whose powers extend only to two basic products. If it is now 
desired to go further, the logical step is to create the conditions 
which are indispensable to the proper functioning of any 
common market at all: namely, to make currencies once again 
convertible and to ensure that national budget policies, credit 
policies, wages and price policies are mutually consistent. 

This conclusion could also be expressed in the following 
terms: Partial integration does not in fact overcome the 
obstacles which stand in the way of the liberal approach and 
the central planning approach. It is not possible, by setting up 
one “common market” after another, to arrive eventually at 
complete integration. At some time or another it will be 
necessary to pass from the particular to the general, from 
dealing with particular commodities to dealing with money. 


BEYOND SPECIALIZED AGENCIES 

Currencies can only remain freely convertible, as we have 
seen, if the internal policies of the various countries are reason- 
ably in alignment. The approach underlying the Schuman 
Plan thus presupposes the transfer to a supra-national authority 
of the fundamental decisions on which this harmony in national 
policies depends. Is this transfer conceivable? Undoubtedly. 
Would such a transfer be practicable? Again yes. Is such a 
transfer probable in the immediate future ? One would hesitate 
to give an affirmative reply. 

The reason for hesitation is simple. The fate of currencies 
in Europe, in the twentieth century, is decided by the general 
economic policies adopted by governments. Credit policy 
is powerless to prevent inflation if the budget deficit rises 
beyond a certain level. Even a balanced budget will not 
suffice to prevent a cheap money policy from doing a great 
deal of harm. It follows that, if the fonctadion of the Schuman 
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Plan implies the maintenance of convertible currencies, and if 
convertibility in its turn implies that the price levels of the 
different countries must move in line, the powers which have 
to be transferred to a supra-national authority are extensive 
in the extreme. At one stroke, so far-reaching a transfer of 
sovereignty would reduce the powers of the national States 
of Europe to the level of those left to the individual States 
within the U.S.A. Can we really believe that the governments 
and the Parliaments of the European countries would consent 
to so thorough-going an abdication of sovereignty ? 

Those who inspired the enterprise in which Monsieur 
Monnet has assumed the leading réle count on the blindness of 
politicians and of public opinion. In private, they argue rather 
along the following lines: “‘ When we proposed a single 
market, limited to two products, we fully realized that we 
should encounter certain problems that could not be solved 
within the existing framework of society. In theory, any kind 
of integration ought to begin at the beginning, that is to say 
with currencies. But in practice, if this line of thought is 
followed to its logical conclusion, one comes up against insuper- 
able difficulties. By starting with the markets for coal and 
steel, and placing these under the control of a High Authority 
armed with certain supra-national powers, we have created an 
institution which can survive only by developing. If tomorrow 
the so-called ad hoc constitution drawn up be the Assembly is 
adopted, there will have been brought into being a governing 
body for the Europe of the Six Countries, a government whose 
powers will on paper be vague and limited, but which of its 
very nature will tend irresistibly to enlarge its realm of authority. 
The national governments would ultimately be displaced but 
the process would be so gradual that nobody tame « ever be 
able to say at what particular moment their abdication of power 
took place.” That is the conception of the optimists—at any 
rate if the formation of a federal state called Europe and 
comprising the Six Countries is regarded as desirable. 

It does not fall within the framework of this article to 
enquire whether and how far, from the political point of view, 
a federation of the Six Countries would be in the interests of 
France, Germany and the Western World as a whole. Even 
on the economic plane, the advantages to be expected from a 
federation of The Six are at least open to question. One starts 
from the proposition that a great enlargement of the internal 
market is favourable to productivity. Hence a single State 
constituted by the Six Ganmsalin is better than six separate 
States. This argument undoubtedly contains an element of 
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truth, but it does not demonstrate that any particular “ single 
market ’’ is more desirable than another, nor that any ousledien 
federation will yield important economic advantages. 

A competitive single market, comprising the Six Countries, 
would favour the growth of productivity. But a non-competitive 
single market would enhance productivity only to the extent 
that plant and factories were rationalized. Economic progress is 
still possible inside national units if governments do not impede 
mobility and do not encourage consumption at the expense of 
capital formation. Would those things be done within the 
framework of the Six Countries, and in the name of Europe, 
which nobody has the courage to do within the framework of 
individual national states? Even in a country as vast as the 
United States—and it would be the same in a single market 
formed from the Six Countries—a large part of production 
remains in any case, for reasons of distance, production for a 
merely local market. 

The single market is supremely important, in theory, for 
certain industries, such as the automobile industry, which 
employ mass production methods. But the refusal to allow 
national industries to go to the wall will endure for a long time, 
even within a federation. The economic crisis of Europe is 
primarily concerned with its relations with the outside world. 
An internal reorganization of Continental Europe could indeed 
assist in restoring equilibrium in the balance of payments 
with the rest of the world, but only on condition that the 
problems of unifying the Six Countries are not allowed to 
distract attention from the adjustments made necessary by the 
fundamental changes in world markets. Certain European 
problems, like the Italian labour surplus, are scarcely more 
easily soluble within a so-called European framework than 
within that of Italy. 

In saying this, it is not intended to deny the probable 
advantages that would result from a federation of the Six 
Countries. The object is to emphasize the dangers of that 
tendency to think in terms of slogans to which our American 
friends, and so many fanatics for European federation, are so 
prone. A federation of the Six Countries is not the only 
possible form of European organization, nor is it a panacea. 

Will the Schuman Plan succeed or fail? From the 
economic point of view, will the transfer of sovereignty to a 
supra-national authority help to bring into line national policies 
which govern the movement of prices and, therefore, the value 
of currencies? From the political point of view, will France 
and Germany agree to serve in a common army, to obey a 
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common government? If they should agree to this, one can 


' only say that it would be a thing without precedent. For the 


first time in history, a federation would have been established 
on the basis, not so much of awareness of common interests as 
of mutual suspicions. Unable to tolerate each other as allies, 
French and Germans would accept each other as compatriots, 
as citizens of a single nation, subjects of the same State, joined 
together for better or for worse. 

In any other period, one would have said that so 
paradoxical a conception could have taken form only in the 
imagination of an intellectual lacking all contact with reality. 
At the present time, while nobody could guarantee the success 
of such an experiment, it would be unwise to take for granted 
that it is bound to fail. A small group of men are at work, 
possessed by an absolute conviction that reason and history are 
on their side, inclined to over-simplification, supported by 
American influence and helped by the Soviet menace. They 
are encountering innumerable resistances, but the opposition 
to them is not a united one and is in some cases inspired by 
not very edifying motives. Those who really want a federation 
of the Six Countries are in a minority; but the majority is 
divided and incapable of defining clearly the so-called “* reason- 
able solutions ’’ which fall short of complete federation. The 
federalists have made people believe that the only alternative to 
their project is a relapse into isolationism, nationalism and 
autarky. The true alternative should be regular consultation 
and co-operation, the technical integration of armies, the 
liberalization of trade, the restoration of currency convertibility. 
But it is necessary, according to the federalists, to go the whole 
hog and weld the Six Countries into a single State, because 
democratic régimes are incapable of doing something far less 
difficult: namely, of co-operating rationally in their political 
and economic affairs. 

Without doubt the argument is a strange one, but it is 
not absurd. Even if one does not accept the Hegelian 
philosophy, one has the right to see in it a manifestation of 
‘The Cunning of Reason” (Die List der Vernunft); but 
certainly never, in the history of the world, would die List 
der Vernunft have achieved a more surprising result than if 
tomorrow Luxembourg or Saarbriicken should become the 
capital of the Europe of the Six Countries. 


RAYMOND ARON. 


Paris. 
March, 1953. 
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The Economist and Public Policy 
By John Jewkes 


I 


HE science of economics has frequently passed through 

unhappy periods when controversy has raged within it 

and public respect for its principles has, in consequence, 
waned. In the ’twenties of last century Torrens was writing 
of the unsettled state of the subject and looking forward, with 
a touching confidence that proved to be misplaced, to the early 
atrival of the period of unanimity. In the ’sixties and ‘seventies 
J. E. Cairnes was deploring the numerous and fundamental 
divergences between economists, was examining first principles 
again in an effort to dissolve the differences and was vigorously 
defending his conception of the science against the growing 
opinion of many intelligent outsiders that political economy 
was obsolete, a useful branch of knowledge which had served 
its turn but was becoming an obstacle to progress. In the 
"eighties Thorold Rogers in his lectures in Oxford was slashing 
energetically at what he termed the “ thorns and thistles of 
abstract political economy" and declaring that “ political 
economy is in a bad way: its authority is repudiated, its 
conclusions are assailed, its arguments are compared to the 
dissertations held in Milton’s Limbo, its practical suggestions 
are conceived to be not much better than those of the 
philosophers in Laputa ”’. 

Whilst Marshall wielded his mild and scholarly domination 
the skirmishing died down, although the snipings of the 
sociologists continued and the mutterings of the labour move- 
ment, that the dismal science stood between them and their 
birthright, were not wholly stilled. But between the two world 
wars new disputes arose within the profession and fresh doubts 
appeared in the minds of the public as to whether economics 
was much more than vigorous and ingenious hair-splitting 
carried on whilst the world was going to ruin. For mass 
unemployment seemed to have no remedy and the one man 
bold enough to hold out a cure—Keynes—was striving to give 
to economics a new bias of thinking which appeared iconoclastic 
to many of his colleagues. This was the age which produced 
the gibe that where six economists were gathered together, 
— opinions would always be expressed, two belonging to 
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but the palmy days of economic science. So many governments 
have formally accepted the responsibility for maintaining full 
employment, a sweeping victory for Keynesian ideas. Govern- 
ment offices, national and international, are crammed with 
economists and statisticians measuring, advising and 
manipulating our affairs and growing in power and status with 
the progressive magnification and increasing intricacy of 
economic problems everywhere. Vast schools and faculties 
have appeared for the training of young economists who are 
snatched away from their teachers to take on positions of 
responsibility and power. The flood of economic writings is at 
its height, the names of outstanding economists constantly 
before the public eye. The science has enlisted elaborate 
mathematical techniques and fearsome geometrical 
constructions through which to pursue its studies with the 
greater vigour and precision. Anyone, therefore, who doubts 
its permanent importance or its inexhaustible energy would 
seem to be merely perverse. 

Yet it may properly be asked whether the science is not 
again showing the standard symptoms of malaise, uncertainty 
within itself and a declining prestige among informed outsiders 
who are beginning to wonder if the world is one degree wiser 
or wealthier by what economists have been doing and saying 
in the last two decades. 

The controversies are there for all to see for, inevitably, 
they must go on in public and the man in the street can hardly 
help cocking an ear to discussions which are, after all, about 
him and his affairs. The two liveliest disputes centre on the 
part that can be played by a free price mechanism and by the 
process of competition in the production and distribution of 
goods. As to the functions of prices, the battle is most intense, 
at least in Great Britain, on such questions as whether a 
free rate of interest has power and virtue for the allocation of 
capital and whether a controlled or a freely-moving rate of 
exchange is the better for keeping a national economy in a 
state of solvency as against other economies. But the real issue 
goes deeper: it is that of the centrally controlled as against 
the free economy, of automatic mechanisms against the dis- 
criminations of a central plan, of spontaneous adjustments 
against those socially engineered. The whole position is the 
more puzzling in that there are not usually clear-cut sides. A 
symposium of views on such questions' much more closely 


1 See, for example, the symposium on “ The New Monetary Policy and the Problem 
of Credit Control.” Bulletin of the Oxford University Institute of Statistics, April and May, 


1952. 
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resembles a chapter from a novel of Dostoevsky than a cool 
and detached scientific discussion. Some hold that the free 
movement of prices has most benefits to confer, by its steady 
multitudinous pushes and pulls, when an economic a is 
seriously dislocated, when costs and prices are hopelessly out of 
line. There are others who recognize the virtues of free prices 
but look upon them as a kind of fair weather system of adjust- 
ment, only to be trusted when the major disruptions have been 
partially healed by quantitative controls. This group would 
advocate controls in the transition, but free prices in the long 
period ; controls in order to attain free prices. The dilemma 
of this group, as it seems to me, is that they find themselves in 
a transition without an end. The methods they advocate 
seem fated to wall us up for ever within transition conditions. 
And there is a third group who do not believe in the virtues of 
a freely-moving price system and whilst, with great 
ingenuity, they stress the technical deficiencies of it, really 
dislike the kind of society it brings about. They may be 
prepared to admit that direct controls are restrictive and do 
not always work smoothly but they believe that a system of 
controls is the best way of distributing resources that this evil 
world can offer. 

A similar tangle of ideas and attitudes is to be observed 
on the question of monopoly and competition. Free competition 
is but another aspect of free prices. But, one school asks, is 
free competition —, is not monopoly inevitable? When 
businessmen are left free to compete does that not also mean 
that they are free to combine and that their interests will lead 
them to do so? Even if they are disposed to compete, or are 
forced to it by state intervention, do not the technical economies 
of large-scale operation, the splintering of the market by the 
diversification of goods or by the odd habits of the consumer, 
inevitably create a world of monopoly? So some hold that 
monopoly is bad but inevitable ; others that monopoly is bad 
and avoidable ; others that monopoly does no particular harm ; 
others that sometimes it is good and sometimes bad; others 
that monopoly has specific benefits to confer; others that 
monopoly in one part of the system is undesirable but relatively 
tolerable provided other monopolies exist, or can be created, 
to keep it in check. 

The muffled sound of this discord can hardly fail to 
reach outside ears. But even if it did not, the intelligent 
observer might be wondering whether the work and the ideas 
of economists in the immediate past have been an entirely 
unmixed blessing. The past decade has seen a great victory for 
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Keynesian ideas about the methods of maintaining full employ- 
ment. Certainly, judged by the conditions of this last decade, 
the mass unemployment of the inter-war years appears as a 
fantastic nightmare from which it is good to have escaped. But, 
it might well be asked, do not the methods of maintaining full 
employment lead to dangers almost as serious as those of 
unemployment? Is not chronic inflation, with its destruction 
of a sense of security in the value of money, likely to destroy 
personal saving and hence block economic progress or force 
the State to do our saving for us and thereby create a regimented 
society? Were the fluctuations of the old type of trade cycle 
more frequent or serious than the periodic crises of balance of 
payments which have afflicted so many countries and 
particularly those which have been most successful in “ curing” 
unemployment? Are not the fiscal and monetary devices he 
maintaining employment only likely to do more good than 
harm where certain political and economic conditions are 
satisfied, conditions which are difficult or impossible to 
provide ? 

Or — the sceptic might ask: why is the world so 
increasingly preoccupied with economic problems? We know 
that production is greater now than at any other time in history. 
Industrial production is nearly double what it was in 1938; 
even in Europe it is one-third greater. Agricultural production 
is certainly no less than pre-war. Yet the Western countries 
seem to be caught up in a hopeless tangle in making ends meet, 
they strain and flounder in making quite minor economic 
adjustments. Governments declare their aims to lie in one 
direction and then proceed to follow policies leading in another. 
They assert that they favour multilateral trade whilst they are 
imposing import restrictions. They favour a flexible economy 
whilst they try to freeze exchange rates and domestic price 
levels. They declare that they must have greater production 
whilst they increase the marginal rates of taxation, or that they 
must have economy whilst they increase their own expenditure. 
Of course, economists would properly reply that these things 
occur because their advice is neglected and statesmen point 
out that their apparent inconsistencies arise because they are 
grappling with that most formidable of all political dilemmas 
—the determined conviction on the part of people to enjoy a 
higher standard of living thaw is really possible. But what is 
happening is surely evidence that the simple principles of 
economic rationality are not being carefully listened to and that 
the mechanisms for maintaining solvency are not in high repute. 
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II 


In these circumstances, it may not be a waste of time for 
economists to engage in a little self-examination: to ask 
whether they themselves—by the fashion in which they are 
seeking to build up their science, by the use to which they are 
putting it in political affairs, by the manner in which they are 
allowing it to be employed by others in the framing of policy 
—whether economists, by omission or commission, are not 
themselves responsible for some of the economic tangles which 
torment us. 

There seem to be grounds for confession to errors both 
of omission and commission. First as to omission. Looking at 
the broad distribution of the interests of economists, do they 
not spend too much time in theorizing and far too little in fact 
finding, too much in abstraction and too little in observation, 
too much in analysis and model making and too little in history ? 
One must stand in respect, envy and awe, though often in some 
bewilderment, before the incredible ingenuity of our economic 
analysts and model makers. And all experience suggests that 
bodies of scientists have shown a remarkable capacity to move 
spontaneously from one field of interest which is being worked 
out to another where the chance of progress is greater. This 
article is certainly not advocacy for planned science. But 
looking at recent economic writings as a whole one is reminded 
of a comment of Mark Twain. He noticed the varying estimates 
made by scientists of the length of the Mississippi River and 
he marvelled at “ the fascination of a science where one gets 
such wholesale returns of conjecture out of such a trifling 
investment of fact’’. It might have been wise to take more to 
heart the conclusion of Marshall in 1907 that : 


Qualitative analysis has done the greater part of its work . . . Much 
less progress has indeed been made towards the quantitative determination 
of the relative strength of different economic forces. That higher and more 
difficult task must wait upon the slow growth of thorough realistic 
statistics. 


There appears to be a growing gap in the study of 
economics between tool makers and tool users, between the 
theory and the applied part of the science, and the fault is 
not altogether on the side of the tool users. Those who spend 
their days, in what is often considered as activity of a lower 
order, in grubbing energetically among the facts of the market 
place, would find it easier to get on with their humble tasks if 
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those engaged in more abstract economic speculation were 
always prepared to accept the following working precepts : 

1. Given the complexity of economic life, the longer the 
chain of abstract reasoning, the greater progressively 
becomes the chance of some slip in logic, the omission 
of some factor, which renders the final hypothesis 
unreal. 

2. Any hypothesis about the working of the economic 
system remains merely an hypothesis, and does not 
become a theory, until its truth is demonstrated. 

3. Where an hypothesis is one which relates to economic 
quantities, the creator of it should never be satisfied 
until he has done everything possible to cast it in such 
a form that it is capable of quantitative measurement. 
The tool makers should try harder to put handles on 
their tools. They should remember that an hypothesis 
which is not falsifiable is not really an hypothesis at all. 

4. To that end, the creators of hypotheses should them- 
selves show more interest in subjecting their hypotheses 
to the facts. That is the custom in many other sciences. 
It should be the custom in economics. This would lead 
to a sensé of scientific responsibility and caution. 
“‘ Hypotheses should be used as tools to uncover new 
facts rather than as ends in themselves.’” 

There is a second and more specific error of omission : 
the surprising lack of interest in what should be the central 
interest of economists, the causes of the wealth of nations. We 
know that the standard of living varies enormously from one 
country to another and we do not know why. We know that 
some countries have passed through a period of change, 
commonly known as an industrial revolution, in which economic 
progress becomes automatic and spontaneous whilst elsewhere 
something has been lacking which has prevented the wheels 
from starting to turn. But there is no satisfactory explanation 
of this. When the richer countries, as at present, set themselves 
to help the backward areas, there is no agreement as to the 
points at which, and the manner in which, help can best be 
provided to assist these areas to help themselves. In this sense, 
it seems that economic science is now less of a unity than it was 
in the nineteenth century. There was a stage in that century 
in which it was regarded as commonplace “ that individuals are 
the best judges of their own interests ; that monopolies should 
not be permitted in trade ; that contracts should be free ; that 


1 W. I. B. Beveridge, The Art of Scientific Investigation, p. 46. 
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taxation should be equal and should be directed to the 
maintenance of the revenue, not to the guidance of commerce ’” 
and in which the vast economic progress of the century was 
considered to arise naturally from the establishment of such 
rules and doctrines. The view may have been wrong or right 
but at least it was a tenable view about the effectiveness of an 
economic system. But if it is asked in these days: what 
economic institutions, what forms of industrial organization, 
are best calculated to raise the standard of living of a 
community, the question is brushed aside as either unanswer- 
able or so political as to be outside the interests of an economist. 
Yet, if that question cannot be directed at economists it is 
difficult to see to whom it can properly be addressed. 


III 


The major error of commission arises from the belief 
that economists can predict the future. It cannot be too strongly 
emphasized that there is nothing in economic science which 
enables us to foretell events. Those who claim otherwise are 
dragging their subject down to the level of astrology or some 
ax a the many forms of divination that have, at various 
times, exerted their meretricious seductions. There is nothing 
in history to suggest that the expected will normally happen. 
For better or worse, in economic science we must, as Lec 
put it, “‘endure the sufferings of suspended judgement.” It 
would be unnecessary to repeat that truism were it not for the 
fact that economists have, in recent years, been disposed to 
overstep the limits of their discipline and to talk and act as 
if they knew enough about the future to advocate policy with 
confidence. The results have been unfortunate and are likely 
to bring the science into disrepute. 

Before the war, it was accepted by many economists, and 
disputed by few, that all advanced industrial countries were 
rapidly passing into a condition of maturity and secular 
stagnation. Openings for profitable investment would be 
restricted. The savings of these communities would be at a 
level which would make for extensive and chronic unemploy- 
ment. It was, so the argument ran, hopeless to assume that 
invention could take place on a scale which would maintain 
the dynamic forces which had kept industrial countries going 
in the nineteenth century. The implications of this were 
obvious. Thrift and saving would cease to be virtues. The 


15. B. Cairnes, Political Economy and Laissez Faire, p. 238. 
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important réle of governments would be to maintain and 
increase the level of consumption. Full employment would 
perhaps never again be attained in communities where invest- 
ment was controlled by the expectation of private profit. 
Events, of course, have completely falsified these expectations. 
The hunger for capital is everywhere intense and nearly every 
government is engaged in a campaign to keep down 
consumption, to encourage savings, to find some space within 
its congested economy for the claims of investment. 

Before the war, many economists were prepared to accept 
and even to endorse the estimates of future population which 
suggested that most Western countries were confronted with an 
imminent decline in population. The most alarming pictures 
were painted of the effects of this decline, of the virtual 
impossibility of arresting it and of the menace which thereby 
confronted Western civilization. Again the forecasts have 
proved unreliable. For example, in Great Britain the present 
population is now considerably larger than the pre-war fore- 
casts which were based even on the “highly optimistic ’’ 
assumptions. And some countries in which alarms about 
under-population were raised before the war are now regarded, 
in some quarters, as being confronted with over-population. 

Before the war, it was widely asserted that forces were at 
work which would gradually reduce the volume, or the relative 
volume, of international trade. Some German economists, 
indeed, had propounded a “ law of the diminishing importance 
of foreign trade”. The future undoubtedly lay with self- 
sufficient communities. In fact, the quantum of world trade 
is considerably larger than before the war, every country is 
striving to increase that volume and, even in the case of the 
United States, it is clear that the dependence of one nation 
upon another is tending to grow rather than decline. 

Before the war, it was generally accepted in Great Britain 
that the heavy industries had had their day and that Britain 
must develop rapidly the lighter consumption goods industries 
if she were ever to be prosperous again. The whole pany of 
‘ balanced distribution of industry ’’ and the restoration of the 
depressed areas was based upon that diagnosis. The forecast 
has proved to be completely wrong. It is a shortage of coal 
and of steel which troubles us and not a surplus. And in these 
days it is assumed that Britain’s industrial future depends 
largely upon the development of the heavy industries and of 
engineering, upon which the export trade has come to rest 


increasingly. 
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A full list of these errors of major pong aye ag would | 


indeed be a sobering one. It would tell how, in the United 


States in the spring of 1929, six months before the onset of _ 


the greatest industrial depression in history, a committee of 
high authority informed Mr. Hoover that “ our situation is 
fortunate, our momentum is remarkable . . . in the marked 
balance of consumption and production . . . the control of the 
economic organism is increasingly evident . . . economically 
we have a boundless field before us.’”” Eighteen months later 
the American national income had dropped by 50 per cent. 
And how Mr. Hoover in 1930, after consulting two hundred 
economic experts, declared that the American depression was 
virtually over. It would tell how British and American 
economists after the war expected unemployment which never 
arose. Of how, in 1948, the Swedish economic experts, 
anticipating an American slump which never arrived, managed 
to plan a buoyant and healthy economic system into distress 
and restriction. Of how the British Annual 1 Economic Surveys, 
year after year since 1947, failed so lamentably to pick out the 
crucial economic trends. Of how, over nearly half a century, 
economists have warned us of impending shortages of raw 
materials, predictions which have nearly always been falsified 
by new discoveries and new inventions. 

Economists should make it clear that they have no special 
aptitude for consulting the entrails. Economic prediction as 
a scientific method is not merely absurd, because impossible, 
but dangerous, because seductive. (Indeed, on more general 
grounds, over-concern about the future is nothing but a 
source of sorrow. Carlyle once said, “‘ happy men are full of 
the present for its bounty suffices them; and wise men also, 
for its duties engage them "’. Prediction, far from securing us 

ainst anything, is more likely to submit us to the full fury 
of the mood of the hour, sometimes over-pessimistic, sometimes 
over-optimistic, and is thereby likely to prolong what might 
otherwise be a passing distemper within ourselves.) 

Yet economists in these days are still engaged in these 
practices, declaring that the terms of trade have changed 
permanently against the manufacturing countries; or lending 
their countenance to the view that the world is confronted with 
a long-period shortage of food; or telling us that there will 
be a permanent shortage of dollars—just the kind of shots in 
the dark that have in the past so palpably missed the target. 
It does not need much thought to understand why prediction 
is so hazardous. It can almost be summed up in one word: 
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invention. No one can know where pure science will take us 
next but we can be sure that with the recent rapid growth of 


scientific knowledge the chances of fruitful cross-fertilization 


between the different branches of science increase and, with 
that, the chances of new achievement in unexpected fields. 
No one knows what technological applications of pure science 
will be made, but all the recent work on the history of invention 
reveals how unpredictable are the darting flashes and intuitions 
of the seminal minds of each generation and how blind we can 
be to the bounties that are on the doorstep. Judged by the 
rate of technical innovation we are in the midst of an 
unprecedented industrial revolution. The paradox of it is 
that whilst everywhere emphasis is placed upon the need for 
and the value of research, the purpose and result of which is to 
make the future unpredictable (since research consists of 
looking for things which may or may not exist and often of 
looking for one thing and finding another) there is also this 
neurotic hankering after prediction, the only purpose of which 
is to try to be sure about the future. 


IV 

There are, however, two possible objections to what has 
already been said. The answers to these objections, in my 
opinion, go to the heart of this question of what réle the 

economist, strictly as economist, should perform in society. 
No advanced community could exist, and indeed no 
individual could lead a settled life, unless some thought were 
taken for the future. Each one of us must be prepared to rule 
his actions by allowing for the probable consequences of them. 
Every businessman must make decisions, particularly regarding 
investment, where hazard and conjecture are inherent. Every 
overnment must, at times, adopt policies upon matters regard- 
ing which all the relevant information simply does not exist. 
Are we not, therefore, by denying value to economics as a 
predicting science, removing the subject to an ivory castle in 
which, because it would lack immediate usefulness, it would 
cease to command either the interests of scientists or the 
respect of the public? I think not. It is, of course, clear that 
although no one can be sure about the future, men must by 
hook or by crook take thought for, and strive to be wise about 
the future. The réle of economic science here is not to make 
predictions for the community. Nor is it to attempt to create 
the devices and techniques through which the future can be 
clearly foreseen. The réle of economic science here is, first, 
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from its understanding of the nature of the economic scene, to 


make clear the inevitability and unpredictability of change; | 


second, to suggest mechanisms and methods of measurement 
by which changes will be recognized as quickly as possible when 
they have occurred and third, and most important of all, to 


search for and even to recommend those institutions which will | 


enable men and societies to adjust themselves as easily and 
ainlessly as possible to the inescapable vicissitudes of economic 
ife. Statesmen, businessmen, individuals may be compelled 
to predict. That is their burden. The economist cannot 
lighten that burden except by helping those who carry it to 
recognize their errors as soon as they are made and to build 
up habits and institutions best fitted for clearing up mistakes. 
As a great commander once entreated, “ I beseech you, in the 
bowels of Christ, think it possible you may be mistaken ’’. 
The second objection to the plea for a modest and restricted 
réle for the economist is that, if economics confers no power 
of prediction, and if the test of any science is that it should 
make prediction possible, then economics is not a science. 
Such a disheartening conclusion might seem an ungracious 
belittlement of the devoted and disinterested intellectual 
strivings of the great economists of the past two centuries. 
The escape from such an unpalatable conclusion can be 
found in more directions than one. A science, to be ranked as 
such, need not claim predictive functions. There are many 
large masses of knowledge which are not directly concerned 
with prediction: geology, descriptive biology, observational 
ecology, botanical classification, some branches of anthropology, 
clinical medicine. Perhaps economists strive to do too much, 
make too great claims for their subject, partly because they 
are tormented, quite unnecessarily, by a sense of inferiority 
and unworthiness. The student of ecology who faithfull 
observes and records the interplay of plant life in one s 


area doubtless feels that he is justifying his existence as a 


scientist. But the economist who devotes himself to a study of 
the forms of industry and the organic inter-relation of units 
within industry is too frequently regarded by his loftier 
colleagues as engaged in a low-grade task. No geologist would 
be prepared to forecast the earthquakes of the future or feel 
catliciiale cast down because he could not do so. Yet the 
economist will often predict the shifts and slitherings of the 
economic scene or consider his failure to do so to be evidence 
of the painful immaturity of his science. 

The second line of escape is to point out that economists, 
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although they cannot systematically engage in prediction, can, 
and indeed often do, properly concern themselves with cause 
and effect. Studies of the past are studies of cause and effect, 
“ prediction backwards ’’ as Marshall used to describe it. We 
would have better economics if more economic history were 
read and written. Economic theory is speculation, under strict 
conditions and with a knowledge of the past, of cause and effect. 
But, of course, the reasons why it cannot be made the basis for 
prediction is that what is true of the past need not be true of 
the future and that the conditions in the future are essentially 
unknowable. 


V 

The purpose of a science is understanding and not the 

— to predict. So long, therefore, as the economist devotes 

imself with integrity to an understanding of the world around 
him, whether or not that provides him with the means for 
knowing better than the man in the street what will be the 
economic future, he can claim respectability for his studies. 
There is no real need to claim for economics a usefulness 
beyond that. The light it spreads and not the fruit it yields is 
its first aim. If it is to make a more positive contribution to 
policy, if it is to prove useful to those who have to make 
decisions within the penumbra of doubt which links together 
the present and the future, then it will only do so if the states- 
men and the businessmen can somehow share that under- 
standing and, as a consequence, see more clearly what they are 
trying to do, what are the real choices before them. 

Can one go further than such general precepts ? Can one 
indicate more exactly where economics stands as an instrument 
in the ordering of public affairs? Senior, although he was 
himself a man of affairs, once said : 

The conclusions of the economist, whatever be their generality and 

truth, do not authorize him in adding a single syllable of advice. 

There is a whole world of difference between this attitude and 
that of some living economists who are ready to believe that 
the only purpose of economics is “‘ to tell the government what 
to do’’. But need we accept either view in its entirety? Is 
there not something to be said for an attitude within the 
following rough outline ? 

First, the use of economics is to provide data and not 
decisions ; it can inform but it cannot prescribe. The best 
parallel is that of a map. The most important function of the 
map is to inform the traveller where he is, to provide a frame 
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of references. It can tell him where he will get to if he travels 


in one direction or another, but beyond that it is neutral as to | 


whether he travels north, south, east or west. Every wise 
traveller carries a map but no sensible traveller asks the map 
where he should go. So, too, with economics; although it 
should never be forgotten that, just as men may sometimes 
prefer not to take the shortest route between two points on 
the map, so economic motives are not always, perhaps not 
usually, the most important promptings of the human spirit. 

Within boundaries so prescribed there is an enormous 
range of work of immediate practical value to be performed 
by the economist or the economic statistician, and perhaps 
only by him, whether he is in a university or is working in 
close day-to-day contact with men of affairs. Three tasks here 
stand out above others. The measurement of what has 
happened in the past and the interpretation of its probable 
meaning can only be performed properly by those who have 
developed, by training and experience, wariness and judgement 
in handling economic statistics, the most slippery of ail forms 
of evidence. Again, there are a number of vital economic 
mechanisms—banking systems and highly organized markets 
for money, capital, foreign exchange, basic commodities— 
about the intricate inter-connections of which only the 
specialist can think and speak with security. And methods 
now exist, based upon the concept of the national income, of 
comprehending the economic system as a whole; these 
methods, whether they take the form of statistical tables or 
even of mechanical models, can be deployed to best effect by 
those who have fully grasped the imperfections and limitations 
of them. Advice of this kind will fortify the statesman or 
businessman in assessing the point at which he must depart 
from certainty and plunge into the relatively unknown. 


Second, it seems to follow that the economist will be on | 
safer ground in his negative injunctions than in any positive _ 


exhortations. It is nearly always easier, and still very useful, 
to say what cannot be done than to indicate what can be, or 
must be, done. No one can prevent people who are wilful or 
erverse from harming themselves, but it should be possible 
or economists to prevent them from doing harm to themselves 
by innocently following economic policies which are mutually 
frustrating, by pursuing courses which have been plotted on 
an erroneous conception of where they are at the moment. 
Third, there are certain maxims which the economist 
should lose no opportunity of repeating and stressing, not 
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tavels | 
[as to because they arise from any deep learning but simply because 
wise they are true, because it needs courage to go on saying them 
> map and because they come from economists who have, or should 
igh it | have, no axe to grind and who still have some standing in these 
times | matters. Most of them come down to the simple proposition 
ts on | that one cannot have one’s cake and eat it—but they can take 
s not other forms. That no government has any power to improve 
pirit, the lot of the — except within the limits of the power and 
mous Willingness of the people to produce. That the importance 
rmed which people will attach to any commodity or service is largely 
thaps determined by what they must forgo in order to acquire it 
4g in and that, therefore, if they think they are getting it for nothing 
here re! will exercise less economy in its use. That administrative 
abilities of the highest kind will always be limited and that, in 
yable |: consequence, it will be disastrous to create an economic system 
have which requires for its operation an unlimited supply of 
ment | administrative genius. And so on. 
rms Fourth, all our experience points to the almost terrifying 
ymic | momentum which can be created, in public discussion of 
rkets economic organization and policy, by the very words which are 
es— employed. Everyone must find regrettable at least some of the 
the | things which have been done in the name of ‘ rationalization ’, 
hods | ‘planning’, ‘nationalization’, ‘balanced distribution of 
>, of | industry’, ‘ co-ordination,’ ‘ integration’ and so on, phrases 
hese | which have gripped the popular imagination and have led to 
sor headlong charges down frustrating cul-de-sacs. If this indeed 
t by | is the temper in which public policy is to be discussed, then 
ions the economist surely has the responsibility for trying to throw 
1 or out anchors before a drift becomes hopelessly uncontrollable, 
part by insisting upon knowing what the words mean. As Professor 
D. H. Macgregor once said, “we ought to smooth the 
on fluctuation of thought ’’. 


tive | Fifth, and above all, it would be for the economist to 
ful, tell us what kind of an economic world we do live in, not what 
or kind of a world we are going to live in. When statesmen, 


l or confronted by their almost insupportable burden of decision 
ible | making, ask for help, the proper answer of the economist is 
ves that he does not know what should be done, and that it adds 
ally nothing for the blind to claim to lead the blind. But, the 


on economist should go on, there are certain matters which seem 
to be beyond dispute which cannot be ignored in the making of 
ust wise decisions. The economic future is an area of vast un- 


not certainties, technical progress has never been more rapid, the 
ways of best making a living have never been more fluid, the 
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eroen for new knowledge has never been so determined. 

tatesmen should remember, with Francis Bacon, that “ the 
subtlety of nature is greater many times over than the subtle 
of senses and understanding and that if a man will begin with 
certainty he shall end in doubts ; but if will be content to begin 
with doubts he shall end in certainty.” Economic security in 
the sense of freedom from change is a will-o’-the-wisp. Much 
that will occur will come as a surprise. Much that will be done 
will inevitably be mistaken. The efficiency of an economic 
system seems likely to depend, not upon how few mistakes are 
made but how quickly they are recognized and with what 
dexterity they are repaired. Those who plan for the future on 
the assumption that events will bend themselves to their wishes, 
those who talk of nailing colours to masts, are likely to be as 
completely upset as a canoeist shooting dangerous rapids who 
contents himself with steering by the compass. The true 
economic security must lie in the power for making swift and 
sensitive adjustments. 

There, it would seem, is a field for fruitful co-operation 
between the scholar and the statesman: to try to determine 
what habits on the part of the people, what economic 
institutions, what international economic arrangements are 
most likely to guarantee that spontaneous and immediate 
adjustments become part of the natural order of things, that 
the growing points fs the economic system are least impeded, 
that vested interests likely to resist change do not strike deep 
roots, that the international solvency of a community is not a 
matter for periodical panic efforts on the part of governments 
but is brought about smoothly by the decisions that individuals 
must make every day in their work and their purchases. 
Merton College, JOuN JEWEES. 
Oxford. 


January, 1953. 


ined. 
w... 
atle 

with 
Degin 
ity in 
Vluch 
done 
omic 
S are 
what 
‘eon 
shes, 
€ as 
who 


and 


ition 
nine 
ymic 


liate 
that 
ded, 
leep 
ot a 
ents 


33 


What Kind of Convertibility ? 


By A. C. L. Day 


HE last few months have seen extensive discussion of the 

return to sterling convertibility and of the ways in which 

it can be brought about. Convertibility, however, is one 
of those wide and general expressions which it is easy to use 
without stating clearly what interpretation is intended. The 
object of this article is to show some of the specific forms which 
convertibility might take in the present-day world, and to 
indicate some of their implications. 

In the days of the gold standard, convertibility meant that 
the monetary authorities were willing to exchange their 
country’s currency into gold at a fixed rate. In this sense, of 
course, sterling has not been convertible since Britain left the 
gold standard in 1931. Nevertheless, up to the outbreak of 
war, holders of sterling retained complete freedom to dispose 
of their sterling holdings in any way they thought fit, rights 
which were the more valuable because of the position of ster- 
ling as an international currency. Any holder of sterling could 
use it for making payments anywhere in the world, for trans- 
actions of every kind. 

So far as payments within the sterling area itself are con- 
cerned, that complete freedom still exists, with only very minor 
qualifications. With the advent of exchange control, however, 
restrictions were placed on the use of sterling for making 
payments outside the sterling area, while greater restrictions 
were placed on the use of sterling for some purposes than for 
others (e.g., for making payments on capital account compared 
with payments on current account). 

ince the war, the British authorities have sought to re- 
establish sterling as an international currency in the world at 
large and this has been done chiefly through the system of 
transferable accounts. Institutions and individuals in a large 
number of countries in Europe, South America and Asia are 
permitted to use any sterling they may earn to buy goods and 
services from one another, as wll as to buy from Britain and 
the rest of the sterling area. Transferable account sterling can, 
therefore, be used to buy goods in markets covering a very 
large part of the world. There is, however, an extremely import- 
ant limitation : transferable sterling cannot be used to buy 
oods from the dollar area of North and Central America. 
ere is also the important exception that transferable sterling 
cannot be used to make capital transactions. 
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These transferable account arrangements do mean that 


sterling is at present convertible, within limits—indeed, trans- | 


ferability may conveniently be defined as convertibility within 

limits. Nevertheless, the rights of full convertibility, such as 

were enjoyed before 1939, have not been approached since the | 
war. The nearest approach was in the experiment of 1947, 

introduced with the backing of the American loan. The 

technique by which convertibility was re-introduced on that 

occasion was the extension of the transferable accounts system 

to embrace all important trading nations, including the dollar 

countries of America. This meant that European and other | 
countries could use their earnings of transferable sterling to 

make current payments to the dollar countries. There was 

still the limitation that sterling could not be used for capital 

— between countries outside the sterling area; but as 

ar as current transactions were concerned, convertibility was 

effectively introduced. 

The 1947 attempt failed because the conditions which had | 
made sterling convertibility possible before the war no longer | 
existed. There was now a world dollar problem; and the 
absence of sterling convertibility and the existence of a world 
dollar problem are opposite sides of the same coin. To the | 
extent that sterling is made convertible, countries enjoying the | 
rights of convertibility no longer have a dollar problem ; they 
simply have to balance their total overseas payments, with no 
need to pay special regard to their accounts with any particular 
currency area. If sterling were convertible, overseas countries | 
might still choose to discriminate against dollar goods but 
ye tags: no longer be compelled to do so; sterling and the 
dollar would, by definition, have become equally “ hard.” 


THE PRESENT EXTENT OF CONVERTIBILITY 

Before asking what additional rights will be acquired if | 
sterling becomes more generally convertible, we must consider 
in greater detail what are the present extents of the rights of 
convertibility. 

The fundamental distinction, as far as overseas holders of 
sterling are concerned, is that between countries within the 
sterling area and those outside the sterling area. Overseas 
members of the sterling area enjoy what is known as “ central 
bank convertibility.” This means that their central banks or 
other central monetary authorities can use their earnings of 
sterling to buy dollar goods and to make payments of other 
sorts to North America. With certain minor exceptions, 
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_ sterling-area countries hold their reserves of international 
' currency in the form of sterling balances in London, and they 


generally make payments to other countries by drawing on 
these balances and making payment through London. 
Formally, the central banks of most of the overseas members 
of the sterling area have full rights of convertibility ; they can 
in theory use their sterling balances to make whatever payments 
they like, outside the sterling area as well as inside it, to the 
dollar area as well as anywhere else.' 

This proviso, that sterling is convertible only at the central 
bank level, deprives legal convertibility of practical effect for 
the ordinary trader or man in the street. Ordinary residents of 
overseas sterling countries cannot use any English sterling 
they may acquire to buy dollars or dollar goods ; if they want 
dollars or dollar goods they must look to their own monetary 
authorities for permission to acquire them. And these monetary 
authorities do not in fact grant permission to buy dollars or 
dollar goods with the same ease as they grant permission to 
buy other currencies or goods. The central banks of these outer 
sterling countries do not pass on to the residents of their 
countries the full rights of convertibility which the Bank of 
England grants to themselves; instead, they show restraint 
in the interests of the gold and dollar reserves of the sterling 
area as a whole. 

Turning to countries lying outside the sterling area, we 
must distinguish two main groups: those which lie in the 
dollar area for purposes of the British exchange control and 
those other countries which are part neither of the dollar nor 
of the sterling area. Dollar Account countries lie mainly in 
North and Central America, and the United States and Canada 
are, of course, by far the most important. These already enjoy 
effective convertibility ; sterling earned by these countries in 
current transactions can be converted into dollars at the official 
rate without restriction of any kind. The other countries 
of the world, lying neither in the sterling nor in the dollar 
area, have neither full rights of legal nor of effective 
convertibility. It is to them, or at least to some of them, that 
sterling convertibility is intended to give additional legal 
rights, and thereby to give additional effective rights. 

These countries which are neither sterling nor dollar 
countries already possess some rights of convertibility, under 
the British exchange control system. In the first place, a very 





1 In the case of India and Pakistan, conditions regulating drawings have been 
accepted and expressed in formal agreements. 
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large number of them are members of the transferable 
accounts system, whose principles have been outlined earlier, 


They are entitled, in perfect accordance with the British 


exchange regulations, to make current account payments to 
one another and to the sterling area. In addition, rights of 
transferability are granted as a matter of administrative decision, 
and not of general legal right, to residents of countries which 
lie outside the transferable accounts system, for the purpose 
of carrying out specific transactions, not touching the sterling 
area directly, that are approved specifically by the Bank of 
England. 

It will be seen that none of these rights includes permission 
to make payments to dollar countries. There has, however, 
devel a an evasion of the British regulations, by which it is 
possible for holders of sterling in countries outside the dollar 
and sterling areas to make payments to the dollar area with the 
assistance of transferable sterling. These operations, which 
must frequently involve some degree of connivance by the 
authorities of the overseas countries concerned, generally 
involve “ commodity shunting ” operations of various degrees 
of complexity. A Continental importer, for example, might buy 


rubber from the sterling area with sterling, ostensibly for use | 


in his own country but in fact for re-export to the United 
States. He would sell it in the United States for dollars at or 


slightly below the ruling price, and use these dollars to buy | 


transferable sterling on one of the free markets in centres such 
as Tangier and New York. He would be able to buy this 
transferable account sterling cheaply, because there are other 
residents of transferable account countries who hold sterling 
but would prefer to hold dollars, and for that reason are willing 
to accept something lower than the official rate. If the margin 
between the official rate and the transferable account rate is 


sufficiently wide, this will not only cover the extra costs of this | 


roundabout sort of transaction but also leave a profit. Clearly, 
such profits have to be fairly high for the trade to be worth 
while, since the operator runs risks arising from the fact that 
all these transactions are illega’ by British regulations and may 
well be illegal by the regulations of his own country. 

These operations directly reflect the disadvantages of 
holding sterling that cannot be used for every possible purpose. 
In the last few months, the discount on transferable account 
sterling in relation to the dollar has been very low—no more 
than about 3 per cent. This low discount has probably made 
this kind of operation generally unprofitable. It probably 
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reflects a greater desire to hold sterling on the part of private 
individuals in foreign countries because of a belief that sterling 
is shortly going to be convertible and therefore more useful, 
as well as reflecting greater efforts on the part of the authorities 
of these overseas countries to prevent such operations. In 
addition, attempts by the British authorities to improve the 
British balance of payments position have tended to make 
sterling generally rather scarce abroad in recent months, because 
Britain has been buying less from abroad. 

There is also another way in which sterling is convertible 
for foreign holders, in certain circumstances. This type of 
convertibility is completely different in nature, and is specifically 
envisaged in arrangements to which the British Government is 
a partner. This is the convertibility into gold (which can 
= Renaeentie be used for any kind of payment) that can arise 
in certain circumstances under the arrangements of the 
European Payments Union. Briefly, the position is that when 
an E.P.U. member has run up a large cumulative overdraft 
in its accounts with the other members of the Union taken 
together, then it has to cover a rising proportion, and ultimatel 
the whole, of any subsequent deficits in gold. Countries wi 
a cumulative surplus are paid for only a portion of that surplus 
in the form of gold. However, a country formerly in heavy 
deficit will, if the balance then turns the other way, at first be 


_ able to recover gold from the Union for the full equivalent of 


any surpluses it earns. 

In the middle of last year, Britain was seriously in deficit 
in her cumulative accounts with E.P.U., and so had to pay 100 
per cent. gold for any further deficits she ran up, while receiving 
100 per cent. gold for any surpluses she managed to earn. So 
far as the British authorities were concerned, all exports to 
Europe thus earned gold in this period, while all imports from 


| Europe cost gold. At that time, several other European 


countries were also in extreme cumulative positions in E.P.U. 
For them, exports to Britain, as to any other E.P.U. country, 
earned a high proportion of gold while imports from Britain, 
as from any other E.P.U. country, tended to cost a high 
proportion of gold. To some extent, therefore, the position for 
a time approached one of full convertibility, with a large part 
of European payments tending to be made in the one homo- 
geneous form of gold. Measures having been taken to reduce 
the excessive cumulative surpluses and deficits that had been 
run up, payments between European countries are now once 
again being settled to an increasing extent by the granting of 
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mutual credits, and to a less extent purely in gold. The position 
of last year, when sterling transactions were for severd 
European countries just like gold transactions, is now over, for 
the time being at any rate. 


RIGHTS OF EFFECTIVE CONVERTIBILITY 

Having considered the extent to which holders of sterling 
do already enjoy rights of convertibility, it is necessary to’ 
proceed to the main question: what rights would be given by 
an effective scheme of convertibility, and to whom would they 
be given ? 

It is clear that if convertibility is to mean anything, some 
additional rights must be given to someone, that the effective 
rights enjoyed by at least some holders of sterling will have to 
be greater than exist today. There has been some tendency, 
on the part of protagonists of convertibility who are aware at 
the same time that full convertibility might involve this country 
in serious losses, to argue in favour of purely legalistic inter-_ 
pretations of convertibility. One argument of this type is to| 
say that effective convertibility already exists, and that all that 
is necessary is to Bive legal recognition to this fact. As we have 
seen, considerable powers of convertibility of foreign held, 
sterling, even into dollars, can exist in certain circumstances; 
but there can be little doubt that these rights fall far short of 
what foreign holders would regard as being effective 
convertibility. Another line of argument recognizes that 
sterling is not yet effectively convertible in any sense that will 
satisfy foreign holders; it proposes that legal rights of con- 
vertibility should be given, but that the power to use them 
should immediately be denied. Such a sham convertibility 
could be of little significance, and of little use to anybody. 
The position is completely different, of course, if overseas 


holders of sterling decide of their own volition not to make use | i 


of any rights to convertibility which they possess. 

The general nature of the rights that would be given by 
effective convertibility is also clear: the opportunity would 
become available to at least some holders of sterling to use it 
without restriction for making payments to the dollar area, at 
any rate on current account. It seems to be generally accepted 
that capital payments would have to be excluded. e 
significance of this exclusion is considerable. It implies the 
maintenance of the machinery of exchange control, including 
almost certainly some degree of surveillance over current trans- 
actions, because of the well-known possibilities of disguising 
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capital transactions as current. Moreover, it must involve 
arbitrary definitions of what is a capital transaction and what a 
current one, such as the limit placed on tourist expenditure. 

It is very possible that an extra burden would be thrown on 
the British exchange control authorities, since the authorities 
in transferable account countries might feel less impelled to 
check whether transactions by their residents were capital or 
current if their dollar problem were to disappear, as would be 
the case if sterling were effectively convertible. In any case, 
the British authorities would have little power to avoid assisting 
the finance of capital flight from Europe to America, if European 
governments decided that the ending of their dollar problem 
made restrictions no longer necessary. Continental countries 
could satisfy the only rules that the British authorities could 
enforce, and still finance capital flights to America, if they were 
to use sterling to finance their needs for dollars for buying 
commodities and for other current purposes, while using part of 
their own direct earnings of dollars to finance capital movements 
to America. 

In the same way that effective convertibility does not 
seem to imply the free use of sterling for every kind of trans- 
action, so it does not imply an increase in the degree of freedom 
for all holders and users of sterling. In the first place, no 
additional rights seem to be intended for residents of the 
United Kingdom. Most supporters of convertibility would 
probably consider that effective convertibility would have been 
established, even although restrictions on transactions by 
United Kingdom residents with the dollar countries were to 
remain just as severe as they are today. The position of sterling- 
area residents is more doubtful. The rest of the sterling area 
already has full rights of central bank convertibility, but it 
a well prove necessary to extend this convertibility to 
individual importers and other residents in these countries, by 
relaxing the gentlemen’s agreements under which the authorities 
in these countries place special restrictions on imports from 
dollar countries. 

Sterling countries could hardly be expected to look on 
completely unconcerned if non-members of the sterling area 
were to acquire rights greater than those they possess themselves 
unless Britain were to give some substantial guid pro quo in 
return for their willingness to continue discrimination against 
dollar goods. Admittedly, political circumstances are such 
that Britain could still impose discrimination in the import 
policy of the colonial members of the sterling area but it is 
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open to doubt whether either morality or expediency would! diffi 
support such action. Moreover, American opinion cannot be will 
expected to consider that sterling has become fully convertible out 
so long as sterling-area countries continue to discriminate _failt 
against dollar goods, even if they do it quite voluntarily on the com 
face of the matter. disa 
There remain the countries which lie outside the sterling 
and the dollar areas. It is to these countries that the additional on 
rights attaching to effective convertibility are mainly intended curt 
to accrue. Among these countries, we can distinguish, for the The 
present purpose, two groups: those which are members of _latt 
E.P.U., and those which lie outside this system, as well as _ plac 
being outside the sterling and dollar areas. This second group com 
consists mainly of South American, Middle Eastern, and Soviet acti 
countries. Sterling is at present a rather scarce currency for adv 
most of these countries, but in general it is not as scarce as the whi 
dollar. If for any of these countries sterling was to become | arr 
“ harder” than the dollar, they could use existing rights of img 
dollar convertibility to buy sterling or sterling goods; this — 
does not happen to an appreciable extent, and so it seems likely ss 
that dollars are generally scarcer for these countries than | ht 
sterling. This implies that if they were free to buy dollar 
goods with sterling, they would to some extent at least switch | Pf 
to dollar imports and away from sterling goods. rig! 
Much the most important matter for consideration is the by 
additional rights that would be acquired by West European enc 
countries. if sterling convertibility is to be effective in the near on 
future, it is the West European countries, the members of 0 ' 
E.P.U., which must be the main direct beneficiaries. Effective 
convertibility must give additional rights to these Continental cot 
countries. The techniques by which these rights can be given SW! 
may vary considerably, however, and that is the question that | If« 
must now be considered. ste: 


QUESTIONS OF TECHNIQUE 

The first major question of technique concerns the speed XC 
with which we move towards convertibility. There are the fro 
alternatives of the rapid dash for freedom, and of a slower suc 
and more cautious approach. The decision was made last ing 
year in favour of the latter. In the words of the communiqué Th 
issued after the Commonwealth Conference, convertibility is or 
to be approached by successive stages. There is obvious virtue it | 
in such a cautious approach. To say the least, it is extremely arg 
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difficult to guess in advance what the effects of convertibility 


will be. Wisdom demands that, by feeling our way, we can find 
out how great the costs will in fact be. The effects of a second 
failure like that of 1947, or of a successful introduction of 
convertibility at immense internal cost, would be equally 
disastrous. 

It seems that the decision has also been taken already 
on the second main question of technique: whether the 
currency approach or the commodity approach should be used. 
The former would give rights to buy dollars with sterling ; the 
latter, rights to buy dollar goods. The emphasis seems to be 
placed on the latter, through the re-opening and extension of 
commodity markets in Britain. Apart from the profits such 
activities can bring to British traders, this approach has the 
advantage of providing some direct control over the purposes for 
which sterling is used in making dollar purchases. All the 
same, the powers of control remain very limited, once the really 
important markets are re-opened. 

A third question concerns the sterling balances. The 
greater part of these are held by members of the sterling area, 
and, as we have seen, it is not the basic intention of current 
proposals that sterling-area countries shall acquire additional 
rights of convertibility. The amount of sterling balances held 
by Continental and Latin American countries is now small 
enough for it to be reasonably possible to resist any pressure 
on sterling resulting from a desire to convert these balances or 
to use them to buy dollar goods. 

Much more serious would be the pressures arising if 
countries acquiring rights of convertibility should try to 
switch some of their purchases from non-dollar to dollar goods. 
If convertibility is to be successfully introduced and maintained, 
sterling and other non-dollar goods must be competitive with 
dollar goods, in price, quality and delivery dates. 

Another major question of technique concerns the 
exchanges. At present, sentiment is very largely swinging away 
from the I.M.F. philosophy of fixed exchange rates altered by 
sudden steps at infrequent intervals, in favour of rates fluctuat- 
ing from day to day under the influence of supply and demand. 
This question, although closely linked to the matters under 
consideration, is such a large one that it is impossible to follow 
it up here. It is important to emphasize, however, that the 
argument is not simply one between diametrically opposed 
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policies of perfectly rigid and perfectly free rates. A whole 
spectrum of intermediate positions is possible, such as widening 
the range within which the exchange rate is permitted freely 
to fluctuate, or restoring the Exchange Equalization Account 
system of the thirties. 


It is becoming widely admitted that convertibility might | 


impose disproportionate strains on the British economy if 
Continental countries are able to relieve their dollar problems 
by purchases through London. One way of escape that must 
be considered is for agreement with some of the Continental 
countries, to the effect that they should introduce convertibility 
at the same time. Another is agreement with Continental 
countries to limit their dollar purchases through London. 
Arrangements similar to those within the sterling area, which 
give central bank convertibility but assume restraint in the 
extent to which it is used, would be made with Europe. 

Such agreements are no doubt possible; but in return 
the countries concerned must receive some quid pro quo, some 
inducement to accept the restrictions and loyally to abide by 
them. The difficulties in giving effective convertibility and 
enforcing firm conditions on the purposes for which it will be 
used have already been mentioned. Overseas members of the 
sterling area may continue to accept some restrictions because 
of such advantages of membership of the sterling area as 
freedom of capital movements. It is difficult to see what are 
the corresponding inducements that Britain can give to 
European countries. Agreements with Europe, and their loyal 
acceptance, must therefore d d on awareness by Continental 
countries of the advantages of a degree of convertibility and the 
disadvantages of straining it too far. 
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The question of British relationships with Europe raises | 


particular problems concerning British membership of E.P.U. 
It is almost certainly ible for arrangements to be devised 
whereby E.P.U. could continue even if sterling became con- 
vertible, either with Britain as a member or outside. In the 
former case, European countries would generally continue to 
maintain the advantage from E.P.U. membership of having 
large currency reserves, while they would lose the advantages 
of being members of a discriminatory bloc. Britain would lose 
these latter advantages, and also suffer the danger of additional 
drafts on her gold reserves by Europe. If Britain left E.P.U., 
she and the sterling area would be in danger of being 
discriminated against by a Continental bloc. 
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CONCLUSIONS AND IMPLICATIONS 

In summary, it appears that convertibility in present 
circumstances would primarily give additional rights to 
European and South American countries, and permit them to 
cease discrimination against dollar goods. There is no reason 
to believe that it would give substantial additional rights to 
residents of the United Kingdom, but it is likely that residents 
of other sterling countries would share in the benefits to an 
appreciable extent. Although convertibility would probably 
permit freedom of current transactions only, nevertheless it 
would be difficult to prevent the indirect financing of capital 
flights from the Continent to America if the governments of 
the countries concerned were willing to tolerate it. Technically, 
effective convertibility seems likely to involve an extension of 
rights to purchase dollar commodities with sterling, a con- 
siderable possibility of a freer system of exchange rate 
determination, and a wide range of possibilities with regard 
to arrangements between Britain and the other members of 
E.P.U. 

It is beyond the purpose of this article to trace all the 
consequences that may follow from different techniques for 
attaining convertibility, making the many different possible 
assumptions about how individuals and governments may 
react to various changes. All that can be done is to emphasize 
that convertibility will bring both costs and benefits, and that 
those costs and benefits will be unequally distributed. There 
is at the least a strong likelihood that Britain and the rest of 
Western Europe will suffer through having to pay more in 
terms of exports for a given quantity of imports ; correspond- 


_ ingly most of the rest of the world stands to gain. At the same 
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time, all the countries which are relieved from having to 
discriminate against the dollar can expect a fillip to their 
economic efficiency, which may stand them in good stead in 
the long run. Those countries which still have to discriminate 
against the dollar (probably Britain and the other sterling 
countries) do not share these benefits, and in addition suffer 
the ignominy of continuing to discriminate in an otherwise 
non-discriminatory world. 

If convertibility allows the maintenance of some sort of 
E.P.U. system, European countries continue to enjoy the 
benefits of having large international reserves ; correspondingly 
Britain’s short-term Tiabilities become an even bigger burden, 
so demanding an increase in our already seriously inadequate 
gold reserves. On the other hand, the City of London acquires 
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additional business; these earnings, it must be emphasized, 
can only be quite small in relation to our total overseas earnings, 

In summary, it may be said that the world as a whole 
gains from effective convertibility, that Europe stands to gain 
and to lose to important extents, and that there is every 
possibility that Britain will find herself with an excessive part 
of the burden, both of establishing and of maintaining a more 
liberal payments and trading system. To some extent Britain 
can share this burden with the sterling area, but the possibility 
of such sharing is probably quite limited. There is every 
reason, from the point of view of British self-interest alone, to 
hesitate in taking up an excessive share of the burdens of a 
more liberal system, when Britain acquires a less than adequate 
share of the benefits. The force of this consideration is re- 
doubled, in view of the unwillingness of many European 
countries to accept the considerable benefits convertibility 
would give them, because of the costs of having to abandon a 
discriminatory bloc. 

Discussion of the aims of international policy in this 
field should distinguish three questions quite clearly. First, 
is it possible to continue to maintain the present degree of 
world discrimination against the dollar? mane ty if it is 
possible, then is it desirable ? Thirdly, if it is either impossible 
or undesirable, then should we move away from the present 
system to more liberal arrangements by extending the use of 
sterling as an international currency, or would it be wiser to 
consider the advantages of an approach by genuinely inter- 


national agreement ? 
A. C. L. Day. 


The London School of Economics. 
March, 1953. 
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Statistics: Explanatory Notes 


Gold.—While the value of world trade has more than trebled compared with 
pre-war, world gold reserves have risen by little more than a third. Practically the 
whole of this increase in reserves, moreover, has been accounted for by the rise in 
the U.S. gold stock. Sterling-area holdings alone shrank by some two-fifths 
between 1938 and September last year, when they were equivalent to about 12 per 
cent. of total sterling-area exports, compared with 60 per cent. before the war. For the 
U.S., by contrast, in spite of the expansion in American trade since pre-war, gold 
holdings in 1952 were still about 50 per cent. greater than the value of exports. 


European Payments Union.—The first chart on page 48 brings out the striking 
improvement in our position with E.P.U. since the middle of last year. As a result 
of this favourable turn, our overdraft with the Union has been reduced and we have 
also recovered, between September last and February this year, more than $300 
millions of gold. Our position with E.P.U. in the latter part of 1952, however, was 
improved by the short-lived “‘ commodity arbitrage "’ scheme introduced last August, 
by which certain commodities could be bought for dollars for resale to European 
countries. 


Export Trends.—The advantage we gained in terms of dollars by devaluation in 
1949 has been offset to the extent of about two-thirds by the subsequent rise in our 
export prices (first chart, page 49). In recent months, however, these have shown 
a slight downward tendency, although this has not been so marked as in the Low 
Countries. In Belgium, for example, export prices in terms of the U.S. dollar fell 
by 15 per cent. between March and October last year. In the U.S., export prices 
have shown little change since the spring of 1951. 

Of the countries covered by the second chart, the Netherlands has recorded 
the most striking expansion in volume of exports since devaluation. In the U.K. 
exports by volume in 1952 were about 15 per cent. greater than in the months before 
September, 1949, 


U.K. Overseas Trade.—The excess of our imports over exports last year was 
reduced by over £400 millions, or by a third, compared with 1951. Virtually the 
whole of this improvement was due to a reduction in imports from countries outside 
the sterling area. Imports from sterling countries in fact showed a slight increase in 
value, due to larger supplies of oil from the Middle East, rising to 41 per cent. of the 
total from 36 per cent. in 1951. While total exports for the year as a whole were 
only slightly down on 1951, there was a marked decline after the first quarter in sales 
to the sterling area, following import restrictions in several Commonwealth countries. 
In terms of volume, imports were about 8 per cent. less than in 1951 while, for the 
first time since the war, exports also showed a decline on the year, of approximately 
6 per cent. Some of the detailed movements underlying these general movements 
in trade last year are brought out in the charts on page 51. 


Wages and Hours.—In 1952 it is estimated that over 11 million workers 
received wage increases—as reported to the Ministry of Labour—adding about 
£230 millions to the annual wage bill. In 1951 wage-earners accounted for about 
half of all personal income from work and property after direct taxation, against 40 
per cent. before the war. 

In manufacturing industry the average working week was about an hour less last 
year than in 1938, against an increase of five hours in the U.S.A. In Western 
Germany, although the working week is somewhat shorter than before the war, 
there has been an appreciable increase—of nearly eight hours—since 1947. 


U.K. Price Trends.—Average prices of materials used in manufacturing 
industry continued their fall last year from the peak levels of the spring of 1951, 
while the rise in wholesale prices levelled off early in the year and retail prices, on 
the basis of the official index, have shown little change since last June (first chart, 
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page 53). Import prices declined during most of 1952 and for the year as a whole 
were 2 per cent. lower than in 1951, against an average increase of 5 per cent. in 
export prices (see also chart on page 49). 


Agricultural Trends.—British agriculture has become highly mechanized since 
pre-war. Between 1939 and 1952, for example, there was a more than six-fold 





increase in the number of tractors on British farms. The number of acres worked | 


per tractor is, of course, very much smaller here than in the newer countries using 
extensive, as opposed to our own intensive, methods of agriculture. Although 
there has also been some increase in the total number of workers employed (in 
England and Wales), the number of regular workers on the land in June last year 
was no greater than before the war. 





Publications Received 


A HUNDRED YEARS OF THE HALIFAX 
by Oscar R. Hobson 


(Batsford, London, 1953. Privately published) 


Towards the end of December a hundred years ago eleven Halifax men met in 
the dining-room of a local inn, their deliberations marking the formation of the 


Halifax Building Society. Success attended the Society from the start, “ far | 


exceeding,” as the first annual report put it “ the expectations of the most sanguine 
of those gentlemen who were its originators and promoters.”’ In this anniversary 
volume, most handsomely produced and illustrated, Mr. Hobson reviews the growth 
and development of the Society, to its present position as the largest organization 
of its kind in the world. But this is something more than a record of mounting 


balance sheet figures, for Mr. Hobson has set his story in a broad framework and | 


draws a vivid picture of the social environment of the period in which the building 
society movement originated and developed. 
J.R. W. 


THE A.B.C. OF COMMERCIAL LETTERS OF CREDIT 
by John L. O’Halloran 


(Manufacturers Trust Company, New York) 


A revised edition of a booklet first published in 1946 dealing with the finance of 
foreign trade by letters of credit. Although written in terms of American practice, 
this booklet will be of interest to those concerned on this side of the Atlantic with 
this intricate subject. Copies may be obtained without charge upon application to 
the Manufacturers Trust Company, either at their Head Office in New York or at 
the European Representative’s Office, 1 Cornhill, London, E.C.3. 
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_ EXPORT TRENDS 
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U.K: PRICE TRENDS 
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AGRICULTURAL TRENDS 
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